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Foreword 



The golden period of the structured finance market reached a climax on the cusp of 
2006-2007. Until this point, volumes increased year on year and the market 
deepened in substance with the introduction of new formats and additional com- 
plexities. There was a feel good factor that the structured market provided limitless 
possibilities for financial institutions to extend credit in developed countries. As a 
result of this trend, banks extended their business models to loans originated with 
the purpose of being repackaged and resold. Previously the banks’ main source of 
income was provided by intermediation fees rather than interest rate differentials. 
Banks had traditionally originated loans to hold them until maturity, earning an 
interest differential between lending and funding costs; now, banks were originating 
loans with the intention of packaging them and off-loading them to final investors. 1 



All That Glitters is Not Gold 



The Enron crisis in 2001 highlighted two fundamental issues in accounting 
standards: 

• the consequences of mark-to-market valuation on the balance sheet; and 

• the use of special purpose vehicles as a means of deconsolidating financial 
results. 2 

Despite revised accounting standards implemented by the International 
Accounting Standard Board post-Enron — adopted by European listed companies 



1 This practice was most prevalent in the US, but it was also emerging in some major banks in 
Europe. 

2 Accounting practice in the post-Enron era: The implications for financial statements in the 
property industry, by Andrew Holt and Timothy Eccles, Henry Stewart Publications 1473-1894, 
Briefings in Real Estate Finance, vol. 2, no. 4, pp. 326-340 (http://www.property-solutions.co. 
uk/files/Property%20Solutions/Post_Enron_Era_Implications.pdf). 
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from 2005 — the recent financial crisis has highlighted that measures taken at the 
time proved to be insufficient. In reaction to the financial crisis, which started in 
2007, bank regulators developed new global standards referred to as “Basel III”: 

Basel III is comprised of the following building blocks, which were agreed and issued by 

the Committee and its governing body between July 2009 and September 2010: 

• higher quality of capital, with a focus on common equity, and higher levels of capital to 
ensure banks can better absorb the types of losses like those associated with this past 
crisis; 

• better coverage of risk, especially for capital market activities; 

• an internationally harmonized leverage ratio to constrain excessive risk taking and to 
serve as a backstop to the risk-based capital measure, with a view to migrating to a Pillar 
1 treatment based on appropriate review and calibration; 

• capital buffers, which should be built up in good times so that they can be drawn down 
in periods of stress; 

• minimum global liquidity standards to improve banks’ resilience to acute short term 
stress and to improve longer term funding; and 

• stronger standards for supervision, public disclosures and risk management. 3 



Sparking Off the Financial Crisis 



Shortage of liquidity resulting from a general lack of confidence was cited by many 
as one of the main causes of the crisis. Indeed, three main events (the subprime 
collapse, the Lehman default and the non-monitored Greek budget deficit — pro- 
voking a more general sovereign crisis) triggered a general loss of confidence in the 
quality of specific asset classes (ABS, banks, sovereigns). This led to a sharp fall in 
asset prices and subsequent large losses on banks’ balance sheets. 

Following the impact of the mark-to-market exercise on the balance sheet, a 
debate started in 2008 on how to redefine fair value: 

Enormous losses reported by financial institutions on sub-prime assets have led to vigorous 
debate over the appropriateness of fair-value or mark-to-market accounting. The banking 
industry and US lawmakers have pushed to suspend or ease fair-value accounting rules, 
believing that revising the rules could lower the intensity of the credit squeeze. Critics of 
the proposed changes argue that any gains from divorcing the value of assets from their true 
market price would be illusory and simply mask huge losses in asset values. 4 

These specific comments are for banks only, owing to their particular economic 
function, whereas for other investors accounting rules are less controversial. 

In favour of the use of mark-to-market (or fair value) to evaluate assets or 
liabilities for banks, it is argued that book value does not capture the evolution of 



3 The Basel Committee’s response to the financial crisis: report to the G20 (http://www. 
bis.org/publ/bcbsl79.htm). 

4 Recent changes to fair- value accounting under US GAAP and IFRS, Freshfields Bruckhaus 
Deringer LLP, January 2009 (http://www.freshfields.com/en/global/). 
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asset quality which could trigger unpredictable sudden realised losses. It can be 
argued that impairment and provisioning can mitigate that risk to some extent, but 
they have the disadvantage of subjectivity which leaves room for possible abuse or 
false representation of the economic reality. 

Although it captures current values, mark-to-market has the distinct dis- 
advantage of overweighting large swings in prices, preventing financial institutions 
from playing their countercyclical function in the economy. In fact, market prices 
are not always good predictors of the underlying quality of an asset as they capture 
supplementary fundamental components, namely: 

• market sentiment (general confidence in the market or in a company); 

• liquidity (the degree to which it is possible to trade or sell an asset or a liability 
in order to monetise it); 

• intrinsic value (value derived from the underlying components). 



Market Sentiment 

Increased volatility levels in intraday and daily prices have dominated the last few 
years and particularly the last few months; in the past, volatility was related more 
to risky assets, but the recent crisis has shown that sovereign debt is no longer 
shielded from it. The stock price plunge cannot be solely attributed to reduced 
economic growth (increased sovereign debt and the absence of credible reforms), 
and it is proposed hereafter that the situation is more complex. 

Take the case of Siemens, whose equity price fell approximately 30 % over the 
past 2 months, with a quarter of the price drop taking place between 26/7 and 10/8 
alone. Such a sharp fall cannot be linked to a simple change in the intrinsic quality 
of the company; the same trend can be observed also for Allianz (different sector) 
and many other large corporates. The change in general economic conditions is 
certainly an important contributing factor in the significant loss of value of these 
companies, but is probably insufficient to explain the large drop in value. 

Applied to the world of structured finance, an AAA note price change should be 
limited to the probability of a downgrade. However, the subprime crisis saw 
significant levels of AAA rated notes trading at a price of 30 or 40 (effectively 
their recovery rate or even less). This could imply that the rating is not properly 
assessing the underlying quality of the notes; however, the large majority of AAA 
notes met capital and interest repayments on time thereby avoiding losses in the 
years following the start of the crisis. 5 

This suggests that the traded price reflected a lack of confidence in the 
instrument and was not connected to the value of the specific note or of its 
underlying assets. 



5 In Europe, the default rate of structured finance deals (excluding covered bonds) since 2007 has 
been 1.29 versus 9.66 % in the US. (Source: S&P). 



